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SMALL BUSINESS INVESTMENT
NEW AUDIT AND
a relatively new factor in
Sproblems.
financing, present some very interesting auditing and reporting
From an auditing standpoint, the major problem is the
MALL BUSINESS INVESTMENT COMPANIES,

evaluation of loans or investments in usually undercapitalized companies with little or no earnings history, and possibly with untried
products in a relatively new market. Probably in no other case is the
understanding of small business operations, evaluation of their potential, and the appraisal of management as important as in the review of
these loans and investments, the principal asset of the SBIC.
The reporting requirements are complex and somewhat troublesome because of the variations in requirements as a company moves
from a privately held company subject only to the Small Business Investment Company Act of 1958 to a publicly held company which is
also subject to the Securities Act of 1933 and the Investment Company Act of 1940. There are further requirements upon qualification
as a regulated investment company.
Purpose and importance of the SBIC's
The Small Business Investment Act of 1958 provided for the establishment of companies (SBIC's) to provide private long-term loan
funds and equity capital to small business concerns to finance their
operations and assist in their growth, expansion, and modernization.
In order to encourage these investments the SBIC's were given
certain tax advantages. The principal ones are: dividends received
from a small business concern are not taxable, ordinary loss deduction
is allowed to the SBIC for losses on loans and investments, and ordinary loss deduction is allowed to the original stockholder on sale of an
SBIC's stock. An SBIC may also qualify for treatment as a regulated
investment company and thereby pass ordinary income and capital
gains to stockholders without paying corporate tax.
With this impetus, small business investment companies became
a new and important method of equity and debt financing. From
March 1959, when the first two licenses were issued, to June 1, 1962,
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590 licenses had been granted and about 260 additional applications
were still not completely processed. Many of the SBIC's now operating are connected with established banks, although initially many
were organized without bank connections. Recently, there have been
mergers of some of the smaller SBIC's.
The majority of SBIC's are capitalized at the minimum $300,000
required to commence operations; however, several SBIC's have capital of over $1,000,000 and one SBIC reports capital in excess of
$30,000,000. The large SBIC's have generally registered as investment companies under the Investment Company Act of 1940 and
filed registration statements under the 1940 Act and the Securities Act
of 1933 for the sale of their stock to the public.
SBA regulations and reporting requirements
The 1958 Act is administered by the Small Business Administration (SBA) which has issued regulations which are voluminous and
technical. The 1958 Act and regulations thereto include restrictions
on the size and type of companies to which funds may be advanced;
size, type, and terms of loans which may be made; amount of capital
required to begin operations; approval of the SBA for policy changes,
changes in ownership of 10% or more of capital stock, and changes
in paid-in capital or paid-in surplus; requirement for annual examinations of accounts and records by independent public accountants
selected or approved by SBA; and many other restrictions and requirements which the auditor, as well as the SBIC's legal counsel, must
review carefully.
All SBIC's have a fiscal year ending March 31 unless specific permission is granted by SBA for another date.
The SBA has attempted to standardize the accounting, auditing, and
reporting for SBIC's by issuing several guides and forms including:
Audit and examination guide for SBIC's.
Recommended system of account classification for SBIC's.
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Financial report, SB A Form 468 (financial examination), which
includes a statement of financial condition, earnings information,
and supplementary schedules.
Activity report, SB A Form 477, which is a summary of loans considered and of loans made.
Compliance examination report, SB A Form 478, which is a questionnaire relating to matters such as display of license in accordance with regulations.
Size status declaration, SB A Form 480, required to be received by
the SBIC to determine eligibility of the borrower as a small business concern.
The audit and examination guide sets forth minimum SBA audit
requirements, such as direct confirmation of all loans, but is not intended to supplant the auditor's judgment as to what constitutes an
examination in accordance with generally accepted auditing standards.
Reporting requirements for SBIC's which are subject only to the
1958 Act include semi-annual and annual reports on both SBA Form
468 — Financial Report, and Form 477 — Activity Report; annual
report on SBA Form 478 — Compliance Examination Report; current
reports of changes in ownership, officers, and directors; current filing
of advisory or management contracts; and filing with the annual
SBA Form 468 of any letters of recommendations, adjusting entries,
special reports, etc. from the auditor to the SBIC.
The required financial examination is substantially a normal audit
as performed for any company with comparable assets, liabilities, and
operations. The compliance examination is primarily a review by the
auditor to determine that the SBIC has complied with specific provisions of the 1958 Act and regulations in its internal operations, financing, stock ownership, and other areas.
SEC reporting requirements
When the SBIC goes public, it becomes subject to both the Investment Company Act of 1940 and the Securities Act of 1933. The
following reports must then be filed with the SEC:
1. Semi-annual reports to stockholders must be mailed to stockholders within 30 days, or within 60 days if the reporting company is a nondiversified company having one or more majority32
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owned subsidiaries which are not investment companies. These
reports must contain a balance sheet, a listing of securities
owned and value thereof, itemized income and surplus statements, and statements of remuneration to certain persons and
of securities purchased and sold as required by Section 30 of
the 1940 Act and regulations thereto. The annual report shall
be accompanied by a certificate of independent public accountants which shall include a statement that the independent public
accountants have verified securities owned, either by examination or by receipt of a certificate from the custodian.
2. If applicable, semi-annual reports on Form M-17D-1 with respect to common investments by a SBIC and an affiliated bank.
3. Under certain conditions, reports on Form N-30B-1 to keep
current the information and documents contained in the registration statement.
4. Annual report on Form N-5R within 120 days after close of
the fiscal year. Form N-5R requires submission of financial
statements on SB A Form 468 plus additional information as to
amounts relating to "controlled companies," "affiliated persons,"
and management and other service fees as required by Rule
6-04-2 of Regulation S-X. In addition, financial statements of
subsidiaries may be required.
5. Surprise examinations (or verifications) of securities owned
are required twice each fiscal year with reports to the SEC by
the independent public accountant making such surprise examination.
The reporting requirements noted above seem to be the most common among SBIC's although there are certain types of SBIC's and
certain transactions of SBIC's which could result in additional reports.
Under certain circumstances reports are required from officers, directors, owners of 10% of stock, and investment advisors. Close coordination with the SBIC's legal counsel should be maintained regarding
reporting requirements.
Evaluation of loans and investments
The major audit problem on any SBIC is the evaluation of loans
and investments. This may be quite simple in the few instances where
the borrowers' securities are actively traded or where the financial
condition of the borrower is very strong and repayment of loans is
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virtually assured. In a majority of cases the borrowers are relatively
poorly capitalized, generally weak or new in their industry, and quite
often suffer losses in the first years of operations. In the latter instances, detailed information in depth about the borrowers is essential
to the evaluation of loans and investments. The information required,
which is in much more detail and depth than for appraisal of trade
receivables, should be assembled in the form of a permanent file and
updated currently at the time of each review. Some points which will
probably be applicable to evaluation of most loans and investments
would be the industry involved, products handled, customer information, selling methods, management and financial history, purpose of
loan or investment, value of collateral, operations and cash flow projections, degree of SBIC's control over borrower's actions, growth
potential, and financial condition — and most important, a comparison
of the SBIC's management's current appraisal of the upside potential
and downside risk to a similar appraisal at the time the loan was made.
Because reports to stockholders must be mailed within 30 days
(in some instances 60 days), the above information should be obtained during the year and reinvested at year-end. In addition to
solving the time problem, periodic contact during the year provides
opportunities to discuss problems currently, develop closer client relations, and obtain a better understanding of the philosophy and potential on various loans. Obviously, where current information is not
being obtained by the client, steps should be discussed to secure such
information.
Questions which should be considered by the auditor at each reporting date include:
1. What current valuation has been decided upon by the Board of
Directors or stockholders of the SBIC and reasons for such
valuation?
2. What is the maximum amount of possible loss and what are
reasons for setting maximum loss?
3. What is the potential gain and when and how is gain to be
realized?
4. When and how is the SBIC to recover its investment?
5. Are payments of principal and interest current?
6. What amount of equity would the SBIC have in net assets of
borrower if conversion privileges were exercised?
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Several methods of providing for losses have been used by SBIC's
including all earnings before income taxes, a percentage of gross
amounts loaned or invested, and a percentage of gross income from
loans and investments. The facts in each individual SBIC will govern
the method and amount of allowance for losses. In several published
reports the accountants' report has referred to footnotes which describe
the method of providing for losses and inability to determine adequacy
or reasonableness of such provisions. In other published reports, no
allowance for losses has been provided and the accountants' report
and footnotes are completely silent as to possible losses.
There are at present no special rules governing tax deductibility of
the provision for possible losses, and rules governing other corporate
taxpayers are presently being applied. In event of disallowance of the
provision upon review by Internal Revenue Service, the net-of-tax
approach appears desirable.
Other auditing problems
A few of the mechanical problems which arise in performing audits
of SBIC's are:
1. The SB A requires the auditor to check obligation documents for
signatures, including proper witnessing and acknowledgment.
The SBA also requires that the auditor determine that mortgages required to be recorded bear proper notation of such
recording and that collateral documents specified are actually
present. When these documents are held by a custodian, arrangements must be made for inspection.
2. Several questions included in SBA Form 478 — Compliance
Examination Report require specific audit steps and must be
coordinated with the remainder of the examination to prevent
substantial duplication of some audit work. For example, cash
work should include a determination that the SBIC's uninvested
cash was deposited only in demand deposits with a bank which
is a member of the Federal Deposit Insurance Corporation.
3. Copies of adjusting entries proposed by the auditor and a letter
of recommendations or comments on internal control and accounting procedures are to be submitted to SBA along with the
annual report on SBA Forms 468 and 478. The auditor will
save time by drafting for typing as the work is performed.
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Conclusion
Preplanning and thorough preparation are essential to the audit of
an SBIC. The person auditing an SBIC must ascertain the exact reporting requirements which apply to that SBIC and must become
familiar with the applicable laws and regulations. The regulations are
changing rapidly and precautions must be taken to insure that current
regulations are obtained. The auditor should approach the audit with
the knowledge that unless the SBIC's portfolio contains securities with
a quoted market, much non-financial information will generally be
required to evaluate the SBIC's loans and investments and should
attempt to obtain such information during the year. Major transactions should be reviewed currently to assure compliance with SBA,
SEC, and federal income tax regulations. The examinations are interesting and challenging from an auditing and reporting standpoint and
of course can lead to a great deal of special work over and above the
normal audit.
The SBIC's have been created to capitalize on growth rather than
immediate income. The successful SBIC will therefore become an
even more important factor in the financial world in the future.
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